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Average exchange rate 
for Jan-Dec 1971 


US$1.00 = HK$5.955 KEY ECONOMIC INDICATORS: HONG KONG 
A B c D 
Item Unit 1969 1970 1971 % change 
Cover B 
INCOME, PRODUCTION, EMPLOYMENT 
GNP @ Current Prices 1/ $ bil 3.15 3.59 4.08 +14 
GIP @ 1964 Prices 1/ 5 2.62 2.76 3.06 +11 
Per Capita GNP, Current Prices 1/ $ 830 920 1,020 +10 
Production (Exports) Maj Mfg Items 
Textiles and made ups $ mil 186.6 212.0 237.0 +11.8 
Clothing " 627.5 713.7 917.6 +28.6 
Plastics: Flowers r 59.9 68.4 59.3 -13.3 
Toys < 116.3 127.2 149.8 +17.8 
Electronics: Transistor radios 7 77.4 90.3 119.5 +32 .3 
Components - 66.5 81.5 106.4 +30.6 
Footwear x 48.4 49.8 58.9 +18.3 
Wigs ” 106.0 154.1 88.3 -42.7 
Tourist Arrivals, Civilian ‘000 765.2 927.3 907.3 -2.2 
Average Daily Industrial Wage 1964=100 147 170 196 +15.5 
Registered Industrial Employment 2/ ‘000 545 581 605 +4.1 
Registered Industrial Vacancies 2/ *000 18 23 21 -8.7 
MONEY AND PRICES, end of year 
Money Supply $ mil 984.1 1,139.2 1,386.4 +21.7 
Bank Deposits ” 2,029.2 2,467.8 3,157.3 +27.9 
Public Debt Outstanding : 10.9 10.4 10.1 -3.0 
Banks' Prime Lending Rate % 8 * 7 - 
General Consumers‘ Price Index 1964=100 118.1 126.5 130.8 +3.4 
BALANCE OF PAYMENTS AND TRADE 
Foreign Exchange Reserves 1/ $ bil 1.5 1.8 Bed +16.6 
Balance of Trade, end of year $ mil -116 -396 -541 (+)36 
Domestic Exports, FOB ¥. 1,724.3 2,032.0 2,309.0 +13.6 
U.S. Share * 726.0 854.2 958.6 +12.2 
Re-exports, FOB vs 439.2 475.9 573.4 +20.5 
U.S. Share 2 34.2 40.2 50.9 +26.6 
Imports, CIF - 2,441.5 2,897.7 3,401.6 +17.4 
U.S. Share - 328.3 381.3 425.6 +11.6 


Main trade with U.S. ($mil): Exports to U.S. (fob) -- Textiles and clothing: 415; 
plastic toys and dolls: 113; transistor radios: 77; plastic flowers: 51; 

wigs: 51. Imports from U.S, -- Electronic components: 89; non-metallic mineral 
manufactures (diamonds): 49; non-electric machinery and air conditioners: 37; 
textile fibers (cotton): 29; textile yarns and fabrics: 28. 


Footnotes: 1/ Estimate; HKG keeps no national accounts and does not publish 
reserve figures. 2/ Quarterly average. 


SOURCE: Hong Kong Government statistics (except GNP and reserves) 
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SUMMARY 


Current Trends 


Hong Kong's export growth declined to 11.4% in 1971, from a 
high of 25% in 1969. It dropped further to 9.5% in the first 
five months of 1972. On the other hand, the terms of trade 
shifted slightly to Hong Kong's advantage during the year and 
construction, banking, and tourism are at record levels of 
activity. Registered employment, after hitting a peak in the 
Third Quarter of 1971 has dropped slightly, yet listed indus- 
trial vacancies are at an all time high. Wage increases have 
Slackened since mid-1971 but other business costs, especially 
rents, are continuing to soar. The stock market is climbing 
at a record rate. In short, the various sectors of the econ- 
omy, with the exception of wigs, are faring from well to very 
well. If there is no general boom, neither is there stagnation. 


Outlook 


Hong Kong's prosperity is chiefly dependent upon its markets. 
The Financial Secretary, in reporting on the state of the 
economy, said that a real pickup in demand in the U.S. and 
Europe should not be anticipated before mid-1973. Most local 
observers agree with this estimate and expect only modest 
export growth until then. Hong Kong's principal worry is the 
growth of protectionist sentiment in its markets. In a recent 
article, the Governor pointed out that incomes in those 
countries restricting Hong Kong exports are considerably 
higher than in Hong Kong. He appealed to the good sense of 
Hong Kong's trading partners to head off protectionist measures. 


Barring such developments, or disruptive monetary swings, Hong 
Kong can look forward to reasonable growth, in the range of 
8-10% for the remainder of 1972. The relative slack in the 
manufacturing sector will be compensated by construction, and 
commercial and financial undertakings. The year will see the 
weeding out of a number of smaller and less efficient firms. 
When demand for Hong Kong's exports again picks up, it will be 
ready to seize the opportunity. 





CURRENT ECONOMIC SITUATION AND TRENDS 


The Business Climate -- Restrained but not Gloomy 


Faced with a number of uncertainties, including currency fluc- 
tuations and the prospect of protectionist measures in Hong 
Kong's major markets, the Hong Kong businessman could be for- 
given if he adopted a pessimistic attitude. This, however, 
does not seem to be the case. The prevalent feeling is that, 
while Hong Kong is having its worst boom in years, exports will 
pick up rapidly when economic recovery in North America and 
Western Europe is more complete. 


To a large extent, the business community's confidence has a 
political basis. This may sound like a strange statement in 
view of the notoriously apolitical nature of Hong Kong's popu- 
lation, but is nevertheless so. After months of attempting to 
interpret the impact of Sino-American diplomatic moves and 
wondering if China will build up a direct trading relation 

with the West that will leave Hong Kong in the cold, local ob- 
servers have decided that Hong Kong is still too useful to 
China to be abandoned. They also see in the increasingly 
cordial Sino-UK relations a more secure future for the Colony. 
The tone of the HK Government under the new Governor is another 
source of confidence. It is seen as attempting to be more res- 
ponsive to the needs of the people than in the past and more 
willing to spend money where it is needed. The recently com- 
pleted Cross Harbor tunnel is identified with the previous 
administration, but this pales beside the desalting plant to 
be built in the next few years and the giant mass transit system 
which is regarded as a certainty. Finally, the Government has 
shown considerable independence in currency matters. It was 
not at all certain that Hong Kong would automatically follow 
the pound in December and the July decision to align tempo- 
rarily the HK dollar with the US dollar demonstrated a deter- 
mination to pursue policies that would benefit Hong Kong rather 
than the theoretical masters in Whitehall. 


No one expects exports to pick up dramatically before the 
middle of 1973, but with business activity at a record level, 
this prospect can be faced with a certain degree of equanimity. 
By April 1972, there were 22,815 registered companies in the 
Colony, or 19% more than in April, 1971. Registered industrial 
employment for the First Quarter of 1972 was down 2% from the 
record Third Quarter of 1971 but was, nonetheless, higher than 
the First Quarter of 1971, while registered industrial vacancies 
were over three times as great as the drop in employment. 


The attitude toward the about-to-be-enlarged Common Market is 
predominantly optimistic. Some circles, chiefly textile manu- 
facturers, fear protectionist moves in Europe, but others see 








increased export opportunities in the Europe of the Ten which 
took 25% of Hong Kong's exports in 1971. First Quarter 1972 
exports to these countries have fallen off slightly but this 
is seen as a short run phenomenon. 


Export Growth Lags 


Domestic Exports in 1971 totalled $2.3 billion. In terms of 
Hong Kong dollars, this was an increase of 11.4%, the lowest 
rate of increase since 1965. This, of course, compares un- 
favorably with the heady export growth of 1968 and 1969 but is 
seen as fairly respectable when the international currency 
crisis, the U.S. dock strike, and Hong Kong's greatly expanded 
industrial base are taken into account. Export growth in the 
first five months of 1972 has been even lower (9.5%) and, since 
the First Quarter traditionally shows the most bounce, this has 
been interpreted to mean that overall 1972 exports will show a 
low growth rate. In fact, it is very difficult to predict Hong 
Kong's export performance because it is determined by the play 
of economic factors in its markets. Economic letters from 

the U.S. and Western Europe proclaim that the Recession is 
dead; if these reports are not premature, export growth could 
be more satisfactory in the second half of the year. 


Half of Hong Kong's 1971 exports were textiles and garments. 
The largest percentage increases were registered in frozen 
prawns and shrimp, transistor radios, luggage, watches and 
optical equipment, and jewelry. Plastic toys and dolls rose 
to $193 million, making Hong Kong the world's leading toy 
exporter. The principal declines were found in wigs, rattan, 
and transistors. 


Exports to the U.S. ($959 million) rose by 12.2% in US dollar 
value. As in recent years, the U.S. continued to account for 
42% of Hong Kong's exports. Exports to the UK rose by 31% 
and to West Germany by 15%. 


Re-exports grew by 18%. This reflects, to an extent, Hong Kong's 
continued entrepot role. A number of U.S. products, chiefly 
pharmaceuticals, electronics equipment, and office machinery, 

are distributed regionally through Hong Kong. At the same time, 
Chinese products permitted to be entered commercially into the 
U.S. since June 1971, have been coming through Hong Kong in 
increasing quantities. Re-exports to the U.S. grew by 24% in 
1971 and by 8% in the first four months of 1972. 


Imports Slow Down 


Total imports in 1971 were $3.4 billion, or 15% higher than 
1970. Inasmuch as imports in the First Quarter of 1971 were 





running 33% ahead of First Quarter 1970, the final figure 
indicates a tapering off throughout the remainder of 1971. 
Imports for the first four months of 1972 are a bare 0.3% 
above the same period of 1971, reflecting the rather low 
expectations for export growth discussed above. The largest 
1971 increases were seen in yarns and fabrics, precious 
stones, electric machinery and appliances, food, and watches. 
Japan remained Hong Kong's principal supplier, followed by 
China and the U.S. 


Developments in Trade with the U.S. 


As Hong Kong's principal market, the U.S. occupies a special 
place in local hopes and fears. The President's economic 
program, including the surcharge on imports, was seen as a 
necessary but temporary evil. Similarly, the dock strikes 
were perceived as an unpleasant but transitory phenomenon. 
U.S. crackdowns on lead glaze pottery, cooking utensils with 
excessive amounts of cadmium, and dangerous toys occasioned 
some concern, but this quickly passed when it was realized 
that health standards did not discriminate against Hong Kong. 


The US-HK Textile Agreement limiting exports of man-mades and 
wool to the United States has produced concern, not only 

on the part of textile firms but also those who see the’ general 
health of Hong Kong's exports tied to textile performance. The 
U.S. embargo on knit man-made fabrics, imposed in May, was in- 
terpreted as a sign of a tough U.S. import policy, an impression 
that was reenforced by anti-dumping investigations into the wig 
industry. Half way through the textile quota year (which runs 
from October to September) Hong Kong had not licensed 50% of 
its quota, which probably reflects a lag in adjusting to the 
new quota but which is seen as a bad omen. Textile employment 
has fallen fractionally in 1972 but it is impossible to es- 
tablish that the new quotas are responsible for this. 


On the monetary side, Hong Kong faced a real dilemma in December. 
To remain pegged to sterling when Taiwan and Korea were follow- 
ing the U.S. dollar meant risking the loss of part of the 

U.S. market to these competitors. On the other hand, deval- 
uation along with the U.S. dollar, would have entailed a sharp 
increase in the price of food from China, Hong Kong's principal 
supplier, as well as raw and semi-finished materials from Japan 
and Western Europe. Fearing sharp inflationary pressures, the 
HKG opted to revalue with the pound. A large number of indus- 
trialists denounced the decision as tantamount to throwing 

away the U.S. market and, indeed, exports to the U.S. in the 
first four months of 1972 have risen by only 5% (vs 10% for 
1971). The decision in early July to break away from the 








floating pound, temporarily, and to align with the U.S. dollar, 
shows the importance the HKG attaches to a stable monetary 
framework for trade with its principal partner. Of equal im- 
portance was the need to stabilize import costs, particularly 
food imports from Mainland China. 


On the more distant horizon lies the question of whether Hong 
Kong will be included, should the U.S. institute a system of 
tariff preferences for developing countries. While U.S. action 
is not expected very soon, Hong Kong took sharp exception to 
the Japanese scheme which excluded a large number of Hong Kong 
products and which the Hong Kong business community sees as a 
ploy to engender similar exclusions on the part of the U.S. 


Tourism's Changing Pattern 


Over 907,000 tourists came to Hong Kong in 1971. This was a 
drop of 20,000 from 1970, when Expo attracted many visitors to 
the Far East, but an 18% increase over 1969. On the surface, 
this might seem cause for satisfaction, but an early 1972 
analysis by the Hong Kong Tourist Association showed that the 
2.2% decline in tourist arrivals in 1971 was matched by an 

11% decline in tourist expenditures. It, thus, appears that 
tourists are spending less. 


Two trends are discernible in the tourist picture. One is that 
the Japanese share of tourists, which overtook U.S. travelers 
in 1970, is growing fastest (as of April 1972, Japanese tourist 
arrivals had increased by 54% over the first four months of 
1971, while U.S. arrivals had declined by 5%). The other is 
that younger tourists who wish to sightsee rather than buy 
account for a larger share. Both trends spell less income 

for Hong Kong. In general, Japanese tourists tend to stay for 
a shorter time and to travel on package tours which inject 
relatively less foreign exchange into Hong Kong, while the 
younger tourists simply have less money to spend. The tendency 
to buy less in Hong Kong is accentuated by the spiraling prices 
for tourist purchase items and the drying up of the bargains 
which attracted the tourist shopper of the past. 


The U.S. Rest & Recreation program for servicemen was dismantled 
in October, 1971. Aithough numbers had been declining since 
1968, the abrupt cessation of the program had an adverse impact 
on some sectors of the tourist industry. A number of girlie 


bars have closed their doors in the past six months. 


The tourist industry has sought support from the Government, 
chiefly in the form of convention facilities to attract regional 
meetings and business-related conventions. The Government has 
steadfastly refused such support on the grounds that it cannot, 
directly or indirectly, subsidize any sector at the expense of 
the general community. In June, 1972, a private group has 





announced plans for a hotel and convention complex. Also in 
June, the Jockey Club agreed to finance an oceanarium which 
is expected to be a tourist attraction. 


By the end of 1971, Hong Kong had 57 hotels with 9,000 rooms. 
This figure is expected to increase to 11,000 rooms by the 

end of 1972 and almost 13,000 rooms in 1973. This will provide 
some relief for tourists who have experienced difficulty in 
obtaining rooms in the hotel of their choice (the major hotels 
enjoyed an average occupancy rate of 85% in 1971), but the 
hotels under construction are all in the luxury class indicating 
that no one is planning to meet the needs of the less affluent 
tourist. Some have argued that the current rate of construction 
is excessive and that there will be a glut of hotel rooms. In 
fact, the projected 15% increase over the next few years is not 
greatly out of line with the projected 10-13% increase in tourist 
arrivals in the same period. 


Rising Costs 


Continuing the trend established in 1968, business costs rose 
steeply in 1971. Wage increases, however, slackened at the 

end of the year. In September, 1971 the average daily indus- 
trial wage ($3.43) had risen by 14% over the previous year. In 
March, 1972 this figure ($3.58) was only 10% higher than in 
March, 1971. Unit labor costs were further affected by a 48- 
hour limit on the work week for women and children and by grow- 
ing absenteeism. 


The Consumer Price Index, which has wide seasonal fluctuations, 
showed an average rise of 3.1% in 1971. The average for Jan- 
uary-April 1972, however, is 4.5% above the same months of 

1971. The CPI is based upon the expenditure pattern of a middle 
income Chinese household and thus fails to reflect business 
costs. Rents continued their dizzying spiral. According to 


the HKG 1972 Property Survey, rents on European style apart- 
ments rose by 51.5% in 1971. Shop rents rose by 37% on Hong 
Kong Island, but by 63% in Kowloon. First class office space 


rose by 32% to a level 82% higher than in 1968. Flatted 


factory space increased by 35% but the survey predicts a 
softening in factory rents in 1972. 


Currency realignments have raised the cost of raw materials 
from much of Europe and Japan. The chief effect to date, how- 


ever, has been a tendency to maintain minimum stockpiles while 
seeking out cheaper sources. This partially accounts for the 
low import growth described above. 


Rising raw material and shipping costs are also faced by Hong 
Kong's competitors, but local wages and land costs are rising 
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faster than elsewhere in the area. The conventional wisdom 
of the Colony says that this problem must be faced with capital 
intensive rationalization and diversification into new product 


lines. There is evidence that local producers have heeded the 
former suggestion but have been unable to follow the latter. 


The figures for retained imports of capital goods, which serve 
as a proxy for measuring industrial investment in the absence 
of more exact measuring techniques, show a marked upsurge for the 
years 1969-71. The figures for the first four months of 1972, 
however, show a slight downturn. During the three-year period, 
Hong Kong producers spent $841 million on imported capital 
goods, at the same time exporting much of their obsolescent 
equipment to lower wage countries. In addition to investing 
to meet rising labor costs, producers have succeeded in im- 
proving product quality and design. The Government is anxious 
to foster this trend and is inaugurating a loan program for 
small industries and proceeding with plans for a polytechnic 
and four technical schools. The Government is, similarly, 
considering steps to protect industrial property rights in 
order to induce high technology foreign investment. 


Diversification has not been achieved. The investment des- 
cribed above has been in Hong Kong's classic product lines, 
chiefly textiles and electronics. Textiles and garments, for 
example, which accounted for 46% of exports in 1970, climbed 
to 50% in 1971, and 53% for the first four months of 1972. 
This is not surprising in view of the small size of the average 
firm which is in no position to innovate in design and tech- 
nology. Hong Kong is waiting for a new dynamic product to 
play the expansionary role fulfilled by electronics in the 
late 60's and wigs in 1970. There is no shortage of money or 
of entrepreneurs who would fully exploit the possibilities of 
such a product, but to date, the product has not appeared. 


A Booming Finance Sector 


It is often said that Hong Kong has no monetary or fiscal policy. 
Admirers of laissez-faire economics say this is as it should be 
and point to a succession of budget surpluses (over $100 million 
in 1970 and 1971) and a currency backed 105% in sterling as 
models of economic rectitude. Sceptics of this line of reason- 
ing say that Hong Kong might very quickly develop monetary 
policy if it should need it and they point to some of the 

larger public works programs as evidence of expansionary ac- 
tivity whether it is guided by policy or not. Hong Kong offers 
stability and a minimum of red tape to foreign depositors seek- 
ing a haven for their funds and an estimated one-half of bank 
deposits come from outside the Colony. 


In 1971, bank deposits rose by 25.6%, the highest increase since 
1968. By April, 1972, they stood at the record level of $3.4 
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billion. Bank loans to all sectors in March, 1972, totalled 
slightly more than $2 billion, or 18% over March, 1971. 


Foreign banks now maintain 39 branches and representative 
offices in Hong Kong, of which U.S. banks account for five 
branches and 17 representatives. Two new merchant banks 

have been established within recent months: Wardley's, a 


subsidiary of the Hong Kong & Shanghai Bank, and Asia Pacific 
Capital Corporation, Ltd., a joint venture between FNCB and 
the Fuji Bank. Many commentators have predicted a rapidly 
expanding financial role for Hong Kong in the region. They 
say that finance will outweigh industry in its importance to 
the Colony's economic life within ten years. Others have 
suggested the removal of the 15% withholding tax on interest 
which is seen as the principal deterrent to an Asiadollar 
market in Hong Kong. 


If banking activity was brisk, the stock market strained the 
limits of credibility. The Hang Seng Index (1964=100) rose from 
an average of 187 in 1970 to 281 in 1971. By December, 1971, 
it stood at 341 and by June, 1972, had topped 450. Prophets 
of doom have been pointing out for over a year that stock 
prices have ceased to bear any reasonable relationship to past 
or expected earning and warned of the danger of a crash. 
Repeated calls for increased government supervision have led 
the Government to begin drafting new legislation. In the 
meantime, the Government has proposed stricter regulations 

for insurance mutual funds and foreign real estate companies. 


IMPLICATIONS FOR THE UNITED STATES 


Trade Prospects 


U.S. exports to Hong Kong grew by 11.6% in 1971, but the U.S. 
share of the market fell from 13.2% to 12.5%. In the first 
five months of 1972, U.S. exports declined by 3.9% from the 
same period of 1971 and our market share fell to 11.9%. In 
view of the persistent and large deficit run by the U.S. in 
its trade with Hong Kong, these figures are not reassuring. 
Several factors have been invoked to explain the less than 
brilliant performance of U.S. exports since the dollar was 
devalued in December but the most plausible is that U.S. price 
controls have not applied to exports which have tended to re- 
main at their pre-devaluation level or even to rise in terms 
of local prices. Another factor is that Hong Kong must export 
in order to import and export growth is expected to be modest 
in 1972. A shift in either of these factors could improve 
U.S. export prospects later in the year. U.S. exports that 
have increased in 1972 are electronic machinery and components, 
fruits and vegetables, tobacco products, transport equipment, 





optical equipment, and miscellaneous chemical products. Al- 
though capital goods imports are not growing they remain at 

a fairly high level and offer opportunities for U.S. exporters; 
these should receive added impetus from the HKG small business 
loan guaranty program. The construction boom remains unabated 


and offers a good market for construction supplies and equip- 


ment, hotel supplies? and materials handling equipment. A 
recent U.S. Cotton Mission predicted a good crop in the coming 


year, news that was warmly received by local buyers. 


By the time this report is distributed, the HKG will have chosen 
the contractor for the 40 million gallon desalting plant. An 
even larger project, however, is on the horizon. In June, the 
Government announced approval in principle to construct an 
underground mass transit system at an estimated cost of over 

$1 billion. Throughout the rest of 1972, the Government will 

be exploring financing possibilities. Assuming that acceptable 
financing is arranged, final specifications will be drawn up 

on a priority basis next year. 


A Warm Welcome for Foreign Investment 


Hong Kong actively seeks foreign investment, particularly high 
technology manufacturing operations. These, it is hoped, will 
spearhead a general upgrading of production processes. Foreign 
manufacturers already account for over 12% of the Colony's 
domestic exports. The Government has an active information 
program for potential investors but it offers no special tax 
incentives, believing that the Colony's facilities, low tax 
rates, and climate of stability offer genuine economic attrac- 
tions to foreign investors. This contention was recently borne 
out by a Business Asia survey of multinational firms which con- 
cluded that Hong Kong and Singapore are the most desirable 
places in Asia for establishing regional headquarters. 


There are now 500 U.S. firms in Hong Kong, a net increase of 

15 since January, 1971. Total movement in and out of the Colony 
involved over 50 companies with those entering tending to be 
more sizable than those leaving. U.S. investment in the Colony 
is estimated to exceed $470 million. Most U.S. companies are 
regional offices responsible for sales and administration in 

the Far East, but over 100 are engaged in manufacturing. Despite 
rising costs and a tight labor supply, Hong Kong still offers 
economic advantages and a cordial business climate for U.S. 
firms. 
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